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NOTICE TO READERS
Practice bulletins of the Accounting Standards Division are issued to 
disseminate the views of the Accounting Standards Executive Commit­
tee on narrow financial accounting and reporting issues. The issues 
dealt with are those that have not been and are not being considered 
by the Financial Accounting Standards Board or the Governmental 
Accounting Standards Board. Practice bulletins present the views on 
such issues of at least two-thirds of the members of the Accounting 
Standards Executive Committee, the senior technical body of the 
AICPA authorized to speak for the AICPA on financial accounting and 
reporting.
The Financial Accounting Standards Board and the Governmental 
Accounting Standards Board are the bodies authorized to establish 
enforceable standards under rule 203 of the AICPA Code of Profes­
sional Ethics. However, practice bulletins provide guidance on narrow 
issues that practitioners are encouraged to follow to enhance the 
quality and com parability of financial statements.
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Practice Bulletin 3
Prepayments Into the Secondary 
Reserve of the FSLIC and 
Contingencies Related to Other 
Obligations of the FSLIC
1. This practice  bulletin provides guidance on accounting by 
thrift institutions for prepaym ents into the secondary reserve o f 
the Federal Savings and Loan Insurance Corporation (FSLIC) 
and for assets of thrift institutions consisting of obligations o f the 
FSLIC to  those institutions.
Prepayments Into the FSLIC Secondary Reserve
2. Because of recent developments, the Accounting Stand­
ards Executive Com m ittee (AcSEC) and the Savings and Loan 
Associations Com m ittee (the com m ittee) o f the Am erican Insti­
tute o f Certified Public Accountants (AICPA) have considered 
the accounting for assets o f FSLIC-insured institutions consisting 
of prepayments into the secondary reserve o f FSLIC.
Background
3. Prepayments into the secondary reserve by an insured 
thrift institution consist o f the tota l prepaid insurance premiums 
paid into the FSLIC secondary reserve since 1961 as required by 
law, plus interest earned on the prepayments, less both the 
amounts used to pay the institution's regular annual FSLIC insur­
ance premiums and the amounts refunded in cash directly to 
the institution.
4. The tota l reserves of the FSLIC (assets less liabilities) availa­
ble to  absorb losses consisted o f both a prim ary and a second­
ary reserve. The prim ary reserve is the cum ulative net incom e of 
the FSLIC since it began operations. The secondary reserve 
consists o f the prepayments, as described above, o f all insured 
institutions and is available for possible industry-wide losses.
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5. The prim ary reserve o f the FSLIC must be dep le ted before 
the secondary reserve is charged with any losses. The National 
Housing Act provides for repaym ent to insured institutions o f their 
pro rata shares of the secondary reserve over a period of ten 
years, beginning in 1974. The liquidation of the secondary reserve 
was halted in 1981, because the to ta l o f the prim ary and second­
ary reserves fell below  1.25 percent o f insured deposits.
6. In early May 1987, the G eneral Accounting O ffice released 
its aud it report for the FSLIC for the years ending Decem ber 31, 
1985, and Decem ber 31, 1986. According to  tha t report, the 
FSLIC's liabilities exceeded its assets by a t least $6.3 billion as of 
Decem ber 31, 1986. As a result, the secondary reserve, whose 
balance in May 1987 was $823.7 million, o f which $626.2 m illion 
represented accrued interest, was absorbed into the prim ary 
reserve. On May 13, 1987, the FSLIC sent a notice to  all insured 
institutions advising them  tha t because of the $6.3 billion de fic it 
and pursuant to  section 404(e) o f the National Housing Act, the 
secondary reserve had been elim inated.
7. In August 1987, Congress enacted the Com petitive Equal­
ity Banking Act. That legislation will enable the FSLIC to  obtain 
$10.8 billion o f additional cap ita l and includes several provisions 
relating to  assessments for the FSLIC secondary reserve, which is 
redesignated by the legislation as the "statutorily prescribed 
am ount."
Conclusions
8. AcSEC and the com m ittee have concluded tha t the May 
13, 1987, action of the FSLIC demonstrates that, in accordance 
with Financial Accounting Standards Board (FASB) Statement No. 
5, Accounting for Contingencies, an event has occurred tha t 
confirms tha t the asset representing prepaym ents into the FSLIC 
secondary reserve has been im paired and should be written off 
in the financial statements of an FSLIC-insured institution. The asset is 
impaired because it is not recoverable in cash from the FSLIC and 
no longer represents any future econom ic benefit to the institution.
9. FASB Statement No. 5, paragraph 1, defines a contingency 
as follows:
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... an existing condition, situation, or set of circumstances involving 
uncertainty as to possible. .. loss.. .to an enterprise that will ulti­
mately be resolved when one or more future events occur or fail to 
occur. Resolution of the uncertainty may confirm ... impairment of 
an asset....
Furthermore, paragraph 3 states the following:
When a loss contingency exists, the likelihood that the future event 
or events will confirm th e . .. impairment of an asset... can range 
from probable to remote. This Statement uses the terms probable, 
reasonably possible, and remote to identify three areas within that 
range....
Paragraph 8 states that
An estimated loss from a loss contingency (as defined in para­
graph 1) shall be accrued by a charge to income if both the 
following conditions are met:
a. Information available prior to issuance of the financial state­
ments indicates that it is probable that an asset had been 
impaired or a liability had been incurred at the date of the 
financial statements. It is implicit in this condition that it must be 
probable that one or more future events will occur confirming 
the fact of the loss.
b. The amount of loss can be reasonably estimated.
10. AcSEC and the com m ittee also considered the nature of 
the loss and concluded tha t it d id not m eet the criteria o f APB 
O pinion 30, Reporting the Results o f Operations— Reporting the 
Effects o f Disposal o f a Segment o f a Business, and Extraordinary, 
Unusual and Infrequently Occurring Events and Transactions, for 
treatm ent as an extraordinary item and should therefore be 
presented as part o f operating incom e in the incom e state­
ments of those affected institutions. The loss, if m aterial, may be 
presented as a separate line item.
11. Furthermore, AcSEC and the com m ittee concluded that 
the May 13, 1987, action of the FSLIC was a Type I subsequent 
event tha t provided additional evidence about conditions that 
existed a t Decem ber 31, 1986, and tha t unissued financia l state­
ments for periods prior to May 13, 1987, should therefore be
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adjusted to  reflect the loss. Previously issued financial statements 
should not be restated.
12. Both of the foregoing conclusions are consistent with the 
consensus o f the FASB's Emerging Issues Task Force (EITF) a t the 
EITF's May 21, 1987, m eeting.
13. In a public m eeting held on August 12, 1987, the FASB 
discussed with its staff the accounting effects the Com petitive 
Equality Banking Act should have on amounts thrift institutions 
report in their financial statements in connection with the FSLIC 
secondary reserve. The FASB authorized its staff to  inform the 
Chief Accountant o f the Securities and Exchange Commission 
tha t the provisions of the legislation relating to  the FSLIC second­
ary reserve do not m eet the criteria required for thrift institutions 
to  recognize an asset and tha t thrift institutions tha t have not 
reported the loss o f amounts related to the secondary reserve 
should do so now consistent with the consensus o f the EITF a t its 
May 21,1987, m eeting. Those views are consistent with the con­
clusions of AcSEC and the com m ittee as stated in this bulletin.
Contingencies Related to Other Obligations of the FSLIC
14. AcSEC and the com m ittee also noted tha t many thrift 
institutions, especially those participating in FSLIC-assisted m erg­
ers, have entered into agreem ents in which the FSLIC has m ade 
com m itm ents to  provide certain kinds of assistance.
Background
15. The FSLIC assistance under such agreem ents includes 
notes receivable, yields subsidies on loans and other interest­
earning assets, and loss coverage on certain assets. Because of 
the agreements, the affected assets may be reported a t amounts 
greater than if such agreem ents d id  not exist.
16. The Com petitive Equality Banking Act will, over tim e, pro­
vide the FSLIC with $10.8 billion of additional capita l. However, a 
recent report of the General Accounting O ffice indicates tha t a t 
least 200 institutions will require assistance over the next five 
years, with an estim ated cost to  the FSLIC of $16 to  $22 billion.
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17. These circumstances and the num ber o f troubled and 
fa iled institutions raise questions regarding the ability o f the FSLIC 
to  provide certain kinds of assistance under agreem ents with 
insured institutions.
Conclusions
18. AcSEC and the com m ittee concluded tha t notes receiv­
able from  the FSLIC and other assets involving obligations of the 
FSLIC to institutions under assistance agreements should be evalu­
ated for the likelihood o f loss in accordance with FASB Statement 
No. 5. Although the FSLIC a t present continues to  m eet its finan­
cial obligations under those agreements, the uncertainties about 
its financia l condition lead to  the conclusion tha t a loss is a t least 
reasonably possible.
19. Paragraph 10 of FASB Statement No. 5 requires the following:
If no accrual is made for a loss contingency because one or both 
of the conditions in paragraph 8 are not met, or if an exposure to 
loss exists in excess of the amount accrued pursuant to the provi­
sions of paragraph 8, disclosure of the contingencies shall be 
made when there is a t least a reasonable possibility that a loss or 
an additional loss may have been incurred. The disclosure shall 
indicate the nature of the contingency and shall give an estimate 
of the possible loss or range of loss or state that such an estimate 
cannot be made.
Thus, a t a minimum, FASB Statement No. 5 requires the loss contin­
gencies associated with such agreem ents to  be disclosed if the 
amounts are m aterial. If an institution determ ines tha t a loss is not 
probable a t this tim e, tha t determ ination should be reassessed 
periodically in light o f the specific facts and circum stances a t the 
tim e of the reassessment.
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